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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

FOLEY, Judge: After stipulations and concessions, the
i ssues for decision are whether petitioner is entitled to defer
recognition of capital gain relating to the transfer of

appreci ated property in exchange for a private annuity and
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whet her petitioner is liable for a section 6662(a)! accuracy-
rel ated penalty.
FI NDI NGS OF FACT

Most of the facts have been stipulated and are so found. In
1993, petitioner started Educational Loan Adm nistrative G oup,
Inc. (ELA), a California-based student |oan business. |In 1997,
UC Acquisition Corp., a subsidiary of UC (UC), a publicly
traded conpany, acquired ELA in a nmerger transaction in which
petitioner received 470,708 shares of U Cl restricted stock in
exchange for his stock in ELA. In January 1998, petitioner, in
an effort to hedge sone of the U Cl shares, purchased from
Merrill, Lynch, Pierce, Fenner & Smth (Merrill Lynch) 200, 000
U CI comon stock put options (put options) and sold Merrill
Lynch 200, 000 U CI conmon stock call options (equity swap
transaction). The respective strike prices for the put and cal
options were $23.09 and $26.93 per share. The options were
Eur opean-styl e options which, after agreed upon extensions, could
be exercised only on February 3, 2000.

I n Decenber 1999, petitioner, as a part of his retirenent
pl anni ng, began negotiations with Merrill Lynch and Philip

Langri dge, a successful Canadi an busi nessman, to exchange the

1 Unl ess otherwi se indicated, all section references are to
t he I nternal Revenue Code of 1986, as anended and in effect for
the year in issue, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.
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equity swap transaction for a private annuity contract. On
January 11, 2000, M. Langridge’s wholly owned conpany, SJA
Conpany, Ltd. (SJA), was incorporated in the Bahamas as an
i nternational business conpany.

On February 3, 2000, the date the rights under the equity
swap transaction were due to expire, petitioner entered into a
single lunp-sum private variable annuity contract with SJA
(private annuity contract) and an assi gnnent agreenent with
Merrill Lynch and SJA.2 Pursuant to the agreenents, petitioner
transferred 200,000 U CI shares of commobn stock and the put
options to SJA in exchange for a private annuity. The private
annuity contract provided that neither petitioner nor his famly
woul d receive any annuity paynents if petitioner died before age
65. On February 3, 2000, after receiving the U Cl shares and put
options, SJA notified Merrill Lynch that it was delivering the
U Cl shares to Merrill Lynch and exercising the put options at
the agreed strike price.

On February 8, 2000, Merrill Lynch settled the sale of the
U Cl shares and purchased the shares from SJA for $4, 617, 841
(U C stock sale). Pursuant to the private annuity contract and

assi gnnent agreenent, SJA was the owner of the proceeds fromthe

2 To protect its interests, Merrill Lynch required the
equity swap transaction to be transferred by an assi gnnent
agreenent in which Merrill Lynch was the “counterparty”,
petitioner was the assignor, and SJA was the assignee.
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U Cl stock sale. Merrill Lynch, however, deposited the proceeds
fromthe U Cl stock sale in petitioner’s non-interest-bearing
Merrill Lynch account. Upon discovery of the error, petitioner

i medi ately notified Merrill Lynch and M. Langridge. Merrill
Lynch informed petitioner and M. Langridge that the proceeds had
been tenporarily placed in petitioner’s account because SJA had
not yet established a Merrill Lynch account. Petitioner and M.
Langri dge agreed that, pursuant to the private annuity contract,
petitioner woul d keep $800, 000 of the U Cl stock sal e proceeds
erroneously deposited into petitioner’s account.

In an attenpt by petitioner, Merrill Lynch, and SJA to
correct the error, on May 8, 2000, $3,817,841 (i.e., the UC
stock sal e proceeds m nus the $800, 000 retai ned by petitioner)
was transferred frompetitioner’s Merrill Lynch account to an
account owned by SJA. Merrill Lynch subsequently issued
petitioner a Form 1099-B, Proceeds From Broker and Barter
Exchange Transactions, which indicated that petitioner received
$4,617,841. Petitioner tinely filed his 2000 Federal income tax
return, on which he disclosed receipt of the Form 1099- B,

i ndi cated that he was a “nom nee” for SJA, and reported a basis
in the UC shares of $4,617,841. Petitioner had a basis of

$150,650 in the U Cl shares, yet reported a basis of $4,617, 841
in an attenpt to address the Merrill Lynch error and offset the

anount reported on the Form 1099-B. 1In a notice of deficiency
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dat ed Decenber 22, 2005, respondent determ ned a $920, 813
deficiency in petitioner’s Federal incone tax and a $184, 163
section 6662(a) accuracy-related penalty relating to 2000. On
March 23, 2006, petitioner, while residing in California, filed
his petition with the Court.
OPI NI ON

We nust determ ne whether petitioner is entitled to defer
recognition of capital gain relating to the transfer of the U Cl
shares in exchange for the private annuity (the transfer).
Pursuant to Rev. Rul. 69-74, 1969-1 C. B. 43, 43-44, when a
t axpayer exchanges appreciated property for a private annuity,
“[t]he gain should be reported ratably over the period of years
measured by the annuitant’s life expectancy and only fromthat
portion of the annual proceeds which is includible in gross
income by virtue of the application of section 72.” Thus, a
t axpayer who exchanges appreci ated property for a private annuity
is entitled to defer recognition of capital gain relating to the
appreci ated property until the taxpayer receives annuity
paynments. Petitioner concedes that he is not entitled to defer
recognition of capital gain relating to the $800, 000 t hat he
retai ned, but contends that he is entitled to defer recognition
of any other capital gain relating to the transfer. Respondent
contends that “[t]he facts show the transaction was not an

exchange of appreciated property for a private annuity because
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petitioner conpletely orchestrated the sinultaneous stock sale

and private annuity purchase in an attenpt to unlawfully defer

capital gains under I.R C 8 72.” W disagree.

parti

Regardi ng the form and substance of the transactions, the
es stipul at ed:

39. M. Katz is not related to M. Langridge and
neither M. Katz nor any nenber of his famly has any
direct or indirect ownership interest, control, or
position of responsibility in SJA or any other conpany
owned by M. Langridge. Neither M. Katz nor M.
Langri dge hold any direct or indirect ownership
interest, control, or positions of responsibility in
Merrill Lynch.

* * * * * * *

49. The terns in the Private Annuity Contract
nmeet the requirenents of Rev. Rul. 69-74, 1969-1 C. B
43 and | . R C. section 72 subject to Respondent’s
subst ance- over-form position.

* * * * * * *

50. Subject to Respondent’s substance-over-form
position, the Private Annuity Contract is a valid
private annuity in which the manner of taxation of the
annuity paynents to M. Katz received after he reaches
age 65 is as provided by Rev. Rul. 69-74, 1969-1 C. B
43 and | . R C. Section 72.

* * * * * * *

54. M. Katz irrevocably transferred, conveyed,
and assigned the 200,000 shares of U ClI common stock
and 200,000 U Cl put options to SJA on February 3,
2000 before the exercise of the put options on
February 3, 2000.

* * * * * * *

58. M. Langridge’ s conpany, SJA, was the owner
of the 200,000 U Cl shares and the put options and was
the owner of the proceeds fromthe settlenent of the
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sal e of the 200,000 U ClI shares pursuant to the
exercise of the put options, subject to the Private
Annuity Contract.

* * * * * * *

80. Respondent does not assert the Equity Swap
Transaction, the Private Annuity Contract, or any
agreenent entered into between M. Katz and Philip
Langri dge on behalf of SJA or between M. Katz, Philip
Langri dge on behalf of SJA and Merrill Lynch was a
“shantf for federal tax purposes or was entered into
for the purpose of inproperly avoiding any federal
taxes. The parties thus agree the allegations and
i ssues asserted in paragraph 8 of the Answer!s should
be di sregarded.

Stipulations are treated as concl usive and bi ndi ng adm ssi ons
by the parties unless otherwise permtted by the Court. Rule

91(e); Petaluma FX Partners, LLC v. Conm ssioner, 131 T.C. __

___(2008) (slip op. at 9). Thus, the parties agree and the

evi dence establishes that the private annuity contract was a
valid agreenent, the formof the private annuity contract net the
requi renents of Rev. Rul. 69-74, supra, petitioner transferred
the options to SJA before the options were exercised, SJA was the
owner of the proceeds fromthe UCl stock sale, and the
transactions were not entered into for the purpose of avoiding

Federal inconme taxes. Undaunted by stipulations that effectively

3 I'n paragraph 8 of his answer, respondent asserted that
“petitioner’s purported purchase of an annuity from SJA in the
year 2000 is a shamtransaction, devoid of econom c substance.”
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evi scerate any plausible challenge to the form and substance of
t he transactions, respondent inexplicably contends:

The fundanental issue in this case is whether
there was really a trade of 200,000 shares of U C
stock put options or the equivalent for a private
annuity that would cause deferral of the resulting
capital gains under I.R C. § 72. * * *

The facts show the transacti on was not an exchange
of appreciated property for a private annuity because
petitioner conpletely orchestrated the sinultaneous
stock sale and private annuity purchase in an attenpt
to unlawfully defer capital gains under 1.R C § 72.
This is respondent’s form over substance argunent.

There is no credible evidence supporting respondent’s
position.* On the one hand, respondent contends petitioner was
“attenpting to unlawfully defer capital gains”. Wile on the
ot her hand, respondent stipulated that “respondent does not
assert [that the transaction or any agreenent] was a ‘sham for
federal tax purposes or was entered into for the purpose of
i nproperly avoiding any federal taxes.” In short, respondent
stipul ated away the underpinnings of his “formover substance”
contention. Accordingly, petitioner, with the exception of the
$800, 000 that he retained, is entitled to defer recognition of

capital gain relating to the transfer.

4 Pursuant to sec. 7491(a), petitioners have the burden of
proof unless they introduce credible evidence relating to the
i ssue that would shift the burden to respondent. See Rule
142(a). Qur conclusion, however, is based on a preponderance of
t he evidence, and thus the allocation of the burden of proof is
immaterial. See Martin lIce Cream Co. v. Conmm ssioner, 110 T.C,
189, 210 n.16 (1998).
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We note that respondent, in an unconvincing attenpt to
sal vage his “form over substance” contention, cites Usher v.

Comm ssioner, 45 T.C. 205 (1965). Usher is distinguishable. 1In

Usher, the taxpayer, who had previously entered into a binding
agreenent to sell shares to a specified entity, created a trust
with her children listed as the beneficiaries and on the sane
date transferred the shares to the trust in exchange for an
annuity. 1d. at 209-210. The trust then sold the shares in
accordance with the preexisting agreenent. 1d. at 212. The
Comm ssi oner contended and proved that in substance the stock
sal e was conpleted by the taxpayer, and the trust, to which the
taxpayer’s famly nenbers were beneficiaries, was a nere conduit.
Id. at 214, 216. |In the present case, however, SJA was not a

mere conduit. In fact, respondent stipulated that petitioner

entered into a private annuity contract with SJA, petitioner had
no direct or indirect interest in SJA or Merrill Lynch, SJA owned
the U C shares at the time they were sold, Merrill Lynch
erroneously deposited the funds fromthe U Cl stock sale into
petitioner’s account, and the transactions were valid
transactions not entered into for the purpose of inproperly

avoi ding taxes. Mreover, in Usher, the taxpayer’s transaction
was not sanctioned by one of the Conm ssioner’s revenue rulings.
Wereas in the present case, petitioner’s transactions net the

requi renents of Rev. Rul. 69-74, supra.
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We nust al so determ ne whether petitioner is liable for the
section 6662(a) accuracy-related penalty relating to 2000.
Section 6662(a) provides for an accuracy-related penalty equal to
20 percent of the underpaynent of tax if the underpaynent is due
to one of the reasons listed in section 6662(b). Respondent
bears, but has failed to neet, the burden of production relating
to the section 6662(a) penalty. Sec. 7491(c); Hi gbee v.

Commi ssioner, 116 T.C. 438, 446 (2001). Petitioner received

$800, 000 in proceeds fromthe U Cl stock sale. Respondent,
however, conceded that petitioner is entitled to $827, 313 of
previ ously disallowed ordi nary business expense deducti ons.
Thus, there is no underpaynent. Accordingly, petitioner is not
liable for the section 6662(a) accuracy-related penalty.

Contenti ons we have not addressed are irrelevant, noot, or
meritless.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




